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GOVERNMENTAL REGULATION OF SECURITIES 

ISSUES 

UNTIL very recently it has been tacitly agreed that a man 
runs his own risk in choosing securities in which to 
invest, goes into such a project with his eyes open, and 
deserves no governmental protection from swindlers and com- 
panies of unsound organization. The last two or three years, 
however, have indicated a decided change in opinion. There 
has been a realization that the individual investor, the banks, 
and the sound corporations all need the protection that a super- 
visory board or official can afford in detecting the imposter and 
excluding him from the market. Following the lead of Kansas, 
eighteen states have passed " blue-sky " laws, and other states 
have such legislation now under consideration. The general 
purpose of these laws is to force those who intend to offer stocks 
and bonds to the public to make known to some proper state 
authority their organization, plan of business and the purpose 
for which the income from the securities will be used. If this 
official does not believe that the project offers a fair opportunity 
to the investor he may forbid the proposed sale. This power 
has been variously given to the bank commissioner, the secre- 
tary of state, or to a specially created securities commissioner.* 
The first steps in this direction, however, antedated the Kan- 
sas blue-sky law. The first corporations to which this prin- 
ciple was applied were public utility companies, which have 
received the lion's share of attention in restrictive legislation. 
As early as 1908 clauses began to appear in the new public- 
service laws providing for commission regulation of securities 
issues. The evolution of this legislation can be traced with 
profit. Beginning with the establishment of commissions with 

'Corporation Commissioner: Arizona, Oregon, Montana. Bank Commissioner: 
Arkansas, Idaho, Kansas, Maine, Missouri, Vermont. Secretary of State: Iowa. 
Bank Examiner: North Dakota, West Virginia. Securities Commission : Michigan, 
South Dakota. 
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an undefined power of advising changes in the service and rates 
of common carriers, the states have year by year increased the 
powers of these commissions, extended their jurisdiction to all 
public utilities, and broadened the scope of their duties. Nat- 
urally enough the consumers' interests were the first to receive 
protection ; the most recent laws have extended this protection 
to the interests of investors as well. This is achieved by giving 
to public officers power to pass upon stock and bond issues of 
companies under their jurisdiction. 

In this, as in other progressive legislation, the provisions in 
different states vary widely, some allowing the corporations 
great freedom of issue, others putting a large share of the 
responsibility upon the regulative boards. Since 1908 some of 
the most backward states have stepped to the very forefront in 
this matter, modeling their laws after the notable examples of 
New York and Wisconsin. Other states that have long pos- 
sessed commissions with complete power to fix rates and com- 
mand improvement of service have not yet seen the necessity 
of regulating the issue of securities. 

In 19 1 2 this supervisory power existed in thirteen states: 
Georgia, Massachusetts, Michigan, Kansas, Nebraska, New 
York, Wisconsin, California, Maryland, New Jersey, New 
Hampshire, Ohio and Vermont. In these jurisdictions it is 
required that the corporation file a statement showing (1) the 
amount and character of the securities to be issued, (2) the 
purpose for which they are issued, (3) the terms and (4) 
the total assets and liabilities of the corporation. The com- 
mission will then grant a certificate authorizing the issue, stating 
the amount allowed, the character, purpose and terms. Often 
the corporation has not been allowed to issue the full amount 
petitioned for. For example, in New York (first district) in 
1908 — the first year in which this law had effect — stock and 
bond issues amounting to $155,000,000 were asked for, while 
permission was granted to issue only $70,000,000. Yet the 
companies are ultimately more than repaid through the in- 
creased value of their securities in the eyes of the investing 
public. Mr. R. V. Johnson writes: 
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Regulation of the stock and bond issues . . . has worked to the 
benefit of the corporations themselves, in that it is made easier to 
obtain money for extensions and improvements. Commissioner Hal- 
ford Erickson [Wisconsin] said recently, " We know from experience 
that investors often attach a great deal of importance to governmental 
regulation of securities. ... In fact, investors often buy securities on 
the strength of the existence of such regulation alone, without inquir- 
ing into its character and scope." ' 

It is evident, however, that grave danger lies in such a blind 
confidence on the part of the investors. The enacting laws 
usually state that such regulation may not be construed as a 
guarantee that the stocks and bonds issued are a good invest- 
ment. The commission is under a duty to protect the investor 
from blue-sky sales and excessive flotations, but it cannot be 
held responsible for errors in judgment or for unforeseen cir- 
cumstances which might make the securities worthless. This 
also applies to the recent blue-sky laws. In fact the power 
of these commissions is much less than the average investor 
supposes; for, as a rule — except in New York — the commis- 
sion cannot refuse to grant a certificate for new issues if the 
provisions of the law have been complied with. In other words, 
it cannot pass upon the social necessity of the purpose for 
which the income from the stocks and bonds will be used ; 
It can only determine how great an issue will be needed for 
the purpose proposed by the corporation, based on the esti- 
mated earnings of the new enterprise. This fact was well 
brought out in a decision of the Wisconsin Commission in 
regard to a petition of the Southern Wisconsin Railroad Com- 
pany. 2 The petitioner wished to issue $300,000 of bonds for 
(1) renewal of equipment, (2) extension of lines, (3) erection 
of a power plant and (4) payment of its floating debt. The 
commission did not wish to issue the certificate, but held that 
under the law it was required to do so ; for the company had 
" complied with all the requirements ... by furnishing such 
statements and evidence as the commission deemed pertinent 

1 " Workings of the Wisconsin Commission," Public Service, April, 1912, p. 130. 
2 Report of 1907-8, vol. ii. 
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to the inquiry." In Minnesota the court declared unconstitu- 
tional a statute giving power to grant or refuse a bond issue at 
will as an attempt to delegate legislative powers. 1 

In New York alone is this condition remedied ; not, it is true, 
by allowing a free decision on the part of the public service 
commission, but by an inclusion in the law of a detailed state- 
ment of purposes for which issues can be made. The commis- 
sion may refuse all petitions that are not within the scope of 
these provisions. For example, in 1909 in the second district, 
applications were refused for issue of scrip dividends, capital 
stock and bonds for the reimbursement of the treasury, on the 
ground that these purposes were not provided for in the orig- 
inal law. 

A new departure such as this, creating new conditions, often 
by its logical development makes necessary a new governmental 
policy. When a commission determines that the investment 
will " provide for a fair return on the stocks, bonds and other 
securities . . . offered for sale," a it is in some measure, 
although not legally, bound to protect the company against 
competing enterprises whose presence in the field may diminish 
the returns on the original investment. This view of the ques- 
tion is new. Its significance has been realized in full only in 
New York ; but in Wisconsin it has been recognized in part- 
In the former state all railroads and public utility companies, 
must obtain from the commission a certificate of " public con- 
venience and necessity " before entering upon any new con- 
struction, whether it be an extension of an existing plant or the 
erection of a new plant. In Wisconsin a similar certificate must 
be obtained by all common carriers. In this case it is entirely 
at the option of the commission to grant or refuse application, 
and this certificate is in no way connected with the certificate 
authorizing any new security issue that may be needed to build 
the "extension or new plant. In both states, if the field is al- 
ready occupied by a company of adequate capacity, the com- 
missions have refused to allow a competitor to enter. Some of 

1 State v. Great Northern Railroad, in N. W. 289. 

•Kansas House Bill No. 906 (Session 191 1). In Kansas, securities are passed 
upon by the bank commissioner of the state. 
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the Wisconsin decisions are most interesting, showing as they 
do the frank recognition of monopoly as the best condition for 
public utility service. 

Railroads are generally natural monopolies and the unnecessary paral- 
leling of lines only results in the end in consolidation or arrangements 
whereby the public benefits of competition . . . yield to the inevi- 
table increase in the cost of transportation made necessary by the cost 
of operating and maintaining two railways where one is adequate. . .' 

It is well understood that the theory of the law is that utility enter- 
prises are generally monopolistic in their character. . .* It was one of 
the purposes of the statute to insure the public against the undertaking 
of unusually hazardous enterprises. It was doubtless contemplated to 
prevent the projection of lines for speculative purposes and through 
which the innocent purchaser would be made to suffer losses. . .* 

The legislature doubtless intended that through the administration of 
this law, destructive competition and rate wars . . . should be pre- 
vented. 4 

The Milwaukee and Fox River Valley Railway Company peti- 
tioned for a certificate of public convenience and necessity for 
an interurban railway. The commission granted the certificate 
with the decision : " While the project involves many uncer- 
tainties, these uncertainties do not create a risk of such magni- 
tude as to justify the commission in denying promoters and 
investors the privilege of assuming it. . ." 5 The territory to be 
covered by this company was already practically entirely served 
by the Milwaukee Northern Railway, and the decision is there- 
fore interesting as showing that the commission will allow com- 
petition where it believes there is business enough for two. 
The opinion went on to say, however, that there would be no 
rate-cutting or destructive competition in this instance, because 
the commission has the power to fix rates? 

' Report of the Wisconsin Railroad Commission, vol. iii ( 1908-9), p. 289. 

2 Ibid. vol. iv (1909-10), p. 60. 

* Ibid. vol. v (1910), p. 473. * Ibid. p. 475. 

3 Ibid. Decision, Milwaukee and Fox River Valley Railway Co. 

6 Some states, far from recognizing the monopolistic character of public utilities, 
have attempted to maintain competition among them. For example, Missouri has a 
statute preventing any railroad from owning, controlling, or operating a parallel or 
competing line. Section 41 of the Oklahoma state constitution prohibits public ser- 
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One noteworthy fact in connection with this problem is that 
in Wisconsin the " public convenience and necessity " idea does 
not extend to telephone companies. " These alone are left in 
a class by themselves, supposed to be governed by the ordinary 
laws of competition." * No explanation for this exception is 
offered either by the commission or by the original law. It is 
also to be noted that there is a possible appeal from the com- 
mission's decision to the circuit court of Dane county, and from 
there to the state supreme court. 

In New York the principle above outlined is definitely ex- 
tended to all public-utilities companies. One example will 
suffice to illustrate the principle upheld. The Hudson River 
Electric Company petitioned for permission to exercise rights 
granted them by a franchise issued by South Glens Falls to 
light the streets of that village. The public service commis- 
sion decided : 

The village of South Glens Falls is now being served and has for 
years last passed been served with the electric light of the United Gas, 
Electric Light & Fuel Company of Sandy Hill and Fort Edward, 
N. Y. . . . The said company has a plant sufficiently adequate to 
supply proper service to the said village . . . and no reason exists 
why the applicant should be allowed to light therein. 2 

The commission then ordered the existing company to furnish 
light at the rate proposed by the applicant. 

In another decision of the New York commission a further 
development is seen. When the North Shore Electric Light 
and Power Company asked for permission to furnish power 
in a territory already served by the Port Jefferson Electric 
Light Company, it was shown that the latter's service was inade- 
quate, that the plant needed improvements and additions, that 

vice corporations from holding or controlling in any manner whatever the stock of 
any competitive corporation engaged in the same kind of business. In the light of 
the Wisconsin and New York attitude on this question, it would seem best to allow 
rate-regulated competition if the field can afford business enough for two, but to pro- 
hibit in the first place the construction of the competitor if the field is clearly inade- 
quate to provide fair profits for a duplicate equipment. 

' Eeport of the Wisconsin Railroad Commission, vol. iv (1909-10), p. 60. 

* Report of the New York Public Service Commission (2nd dist.), 1909, vol. i, p. 
660. 
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rates were discriminatory, and that the business methods were 
lax. The commission denied the application, provided the Port 
Jefferson Company present within ten days a resolution of the 
board of directors promising without complaint to obey any 
order of the commission within six months from date, requiring 
additions, improvements etc. The company furnished the 
resolution requested and the application of the competitor was 
refused. 1 In a similar case decided some time previous, the 
recommendations of the commission following the refusal of 
the competitor's application amounted to a practical renewal of 
the entire plant and equipment as well as a reorganization of 
the company's whole business system: 

Thus in states existing side by side we may outline the evo- 
lution of commission regulation: (i) states without a railroad 
or public utilities commission of any sort (six); (2) states 
having power to enforce changes in service, rates and equip- 
ment (twenty-eight) ; (3) states that may regulate security 
issues for new enterprises but may not pass upon the social 
necessity of the undertaking for which they are issued (eleven) ; 
(4) one state that may in addition determine whether public 
convenience or necessity demands the new project, if the 
applicant is a common carrier (Wisconsin); (5) one state 
that may apply this test to all public utilities, and use the 
power to grant or refuse such a certificate as a whip to compel 
adequate service from the resident company (New York). 

Blue-sky legislation applies to all companies the principle 
evolved as a middle step in public utility regulation. It will be 
interesting to see whether other steps of this series are ever 
given a universal application, whether a commission be given 
power to fix prices and regulate the output of industries (as was 
indeed suggested in the last presidential campaign), and whether 
the monopoly principle be recognized here too as in the case of 
public utilities. 

Arthur U. Ayres. 

COATESVILLE, Pa. 

1 Report of the New York Public Service Commission (2nd dist.), 1910, vol. i, pp. 
782, 783. 



